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I. EXECUTIVE SUMMARY

The ruling New Azerbaijan Party (NAP) continues to hold political power. The opposition  
remains divided and lacks both a charismatic leader and a concrete policy agenda. The poverty
of displaced people and the widening disparities in living conditions face Azerbaijanis with a 
choice between social explosion and passivity. It seems that the latter is prevailing but the 
current trials of opposition leaders may provide a focus for dissent. 

The dispute with Armenia over Nagorno-Karabakh remains unresolved owing to hostility to a 
compromise deal in both countries, but there are at last signs of progress.  The EU may play an 
important role in the resolution of this dispute. However, several Azerbaijani opposition leaders 
seek a resumption of hostilities.

Internationally, the government is consolidating good relations with Washington, Ankara and 
Brussels and there are signs of a gradual rapprochement with Moscow. 

The economy is expected to continue to grow rapidly, owing to external investment in the energy 
sector and rising oil exports. Real GDP growth is forecast to be 14% in 2005, accelerating to 
17% in 2006. Prudent monetary policy will ensure nominal currency stability against the US 
dollar. The current-account deficit is increasing rapidly, owing to substantial imports of capital 
goods and services for the hydrocarbons sector, but is expected to decrease in 2005 as oil 
production is increased and Azerbaijan benefits from high oil prices. Foreign direct investment 
(FDI) will cover the external deficit.

Azerbaijan holds a strategic location between the EU and Central Asia. Since the 1 July 1999, a 
Partnership and Cooperation Agreement (PCA) with the EU, concluded for an initial period of 
10 years, has entered into force. It covers cooperation in all non-military areas. However, the 
inclusion of Azerbaijan with the other two countries of the South Caucasus in the European 
Neighbourhood Policy now provides the principal framework for its relations with the EU. In the 
coming years, the main issues will be the implementation of this Neighbourhood Policy and of  
the PCA, promotion of trade, investment and conflict resolution in Nagorno-Karabakh.
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II. POLITICAL SITUATION

1. Introduction

Azerbaijan is situated in the Caucasus, on the western shore of the Caspian Sea. It borders Russia 
and Georgia in the north, Armenia in the east, and Iran and Turkey in the south and also has an 
800-km shoreline along the Caspian Sea. It covers an area of 86 600 km²(1), almost the size of 
Austria, but 20% of the country's territory is currently occupied by Armenian armed forces. It 
has a population of 8m. The population is fairly homogeneous: 90% Azeri, 3.4% Daghestani, 
2.5% Russian and 2.3% Armenian. The official language is Azeri, and the national currency is 
the manat. The majority of the population (87%) is Muslim (Shiite) and speaks Azeri, a Turkic 
language. The capital is Baku, on the Caspian Sea.

The word Azerbaijan may have been formed from ‘Atropaten’, after Atropat, a satrap of 
Alexander of Macedon in 328 BC. Conquered by the Arabs in 642, it was then subjected to 
Turkish, Mongol and Persian influences. From the 18th century it attracted the interest of Russia, 
the consequence of this being lengthy wars with Turkey and Persia. Eventually, the Treaties of 
Gulistan (1813) and Turkmanchai (1828) gave Russia several khanates, notably those of Shirvan 
and Baku, and thus access to the Caspian Sea.

After the fall of tsarism, plans for a Caucasian federation of Azerbaijan, Georgia and Armenia 
failed owing to religious and racial hatred. An independent democratic Republic of Azerbaijan 
was proclaimed on 28 May 1918 but was incorporated in 1922 into the Transcaucasian Soviet 
Federative Republic, before eventually becoming a full union republic of the former Soviet 
Union (1936). The Iranian part of Azerbaijan was proclaimed an independent republic in 
November 1945 and placed under Iranian control from 1946. Soviet Azerbaijan did not gain its 
independence until 30 August 1991,2 when it became the Republic of Azerbaijan.

The issue of Nagorno-Karabakh still dominates politics in Azerbaijan. The first steps towards a 
compromise, which seemed to be taking shape in the autumn of 1999, were foiled by a crisis in 
Armenia and opposition in Baku. Progress soon is unlikely.

2. Domestic issues

Introduction

Ilham Aliyev, the son of the former president Heydar Aliyev, who ruled Azerbaijan for an almost 
unbroken period from 1969 until his death in 2003, succeeded his father in the October 2003 
presidential election. The opposition parties have been discredited, not only because of their
failure to unite, but also because the organisation of demonstrations in the wake of that election 
resulted in violence, leaving many Azerbaijanis afraid of a return to the instability of the early 
1990s. The opposition announced a boycott of municipal elections held in December 2004, 
apparently because of difficulties in registering candidates and lack of political independence for 
local government.

Mr Aliyev is apparently choosing a path of cautious reform instead of making sweeping changes 
that could lead to political instability. A complete ending of repression might lead to further 
support in Azerbaijan for a resumption of hostilities with Armenia, since some opposition 

  
1 Nagorno-Karabakh covers 4 400 km² and noncontiguous Nakhichevan 5 500 km².
2 See Annex I.
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leaders argue for a military solution to the Nagorno-Karabakh problem (see below). Economic 
circumstances currently play in Mr Aliyev's favour, since growing oil wealth gives him the 
resources with which to stave off public discontent and to ensure the support of the ruling elites. 
Possibly, his aim is to gain support by making the government  responsive to popular concerns.

Potential rivals from within the ruling elite are being marginalised and the current political 
opposition parties seem unlikely to pose a significant threat to the governing party in the national 
elections planned for November 2005. However, there appears to be a growing Islamist 
opposition which may represent a significant alternative in the medium term.

a) President

The president is elected by universal suffrage for a five-year term. Following the entry of Soviet 
troops into Baku in January 1990 and after a bloody conflict in the capital, Mr Heydar Aliyev, a 
former member of the Politburo, left the Communist Party and supported independence for 
Azerbaijan, which was proclaimed on 30 August 1991 after the Moscow putsch. In June 1993 he 
replaced the first Azerbaijani president, Mr Abulfaz Elchibey, whose popularity had declined 
owing to the conflict in Karabakh. 

In October 2003 Mr Ilham Aliyev was elected following the death of his father. The results were 
however disputed by the opposition and serious violence ensued. As a result, seven prominent 
opposition leaders were sentenced to prison terms of up to five years. 

b) Government

The president appoints the cabinet, which must be approved by the National Assembly. 
However, the real executive power lies with the president. In practice, ministers are directly 
subordinate to the president. Mr Artur Rasizade has been the head of government since 1996.

c) Parliament

In November 2000, the first legislative elections since independence were held in Azerbaijan3. 
Since respect for democratic principles was a precondition for any investment by western 
countries, the election of a parliament and the adoption of a constitution was essential. As 
provided in the constitution adopted in November 1995, a single-chamber parliament4 was 
established, and its 125 members are elected for a term of five years in direct legislative 
elections, under a mixed electoral system5.  During the November 2000 elections, voting took 
place in only 99 constituencies, as the Khankandi area in the constituency of Nagorno-Karabakh 
was excluded. The 25 proportional seats are distributed only amongst parties that have obtained 
6% of the valid votes. The next parliamentary elections will take place in November 2005.

d) Political parties

In the parliamentary elections of 2000 President Aliyev’s governing party (New Azerbaijan 
Party) won more than 62% of the vote, compared with 11% for the Popular Front and 5% for 
Musavat. The governing party is currently represented by 79 MPs but the elections were marred 
by large-scale fraud. Demonstrations after the first round of the legislative elections were 
repressed by the police.

  
3 See Annex III.
4 The ‘Milli Majlis’.
5 25 seats are allocated proportionally from parties’ national lists, for a single countrywide constituency, and 100 
seats are allotted to candidates in single-member constituencies.
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According to observers from the OSCE (of which Azerbaijan has been a member since January 
1992), the elections were 'marked by numerous examples of serious irregularities'. The OSCE 
report noted that opposition parties had not been registered, that their supporters had come under 
verbal and physical pressure and that their appeals for legal remedy had been unsuccessful.

Established in 1994, the Democratic Congress coordinates the activities of around a dozen 
opposition parties, but it is seriously divided. Azerbaijani parties are not, in fact, groups of 
individuals sharing common political values but rather structures built around a charismatic 
personality, often having their origins in clans. The opposition’s inability to present itself as an 
alternative to the government may explain its limited popular support. 

Social protests outside the capital and not organised by the opposition have also occurred. A 
demonstration in the province of Nakhichevan on 18 May 2004 was brutally repressed. No major 
public rally has been permitted since the accession to power of president Ilham Aliyev. 

e) Legal system

Although the new constitution, adopted in 1995, establishes a separation of powers between the 
executive and the judiciary, in reality this division is almost non-existent. According to 
observers, the rule of law is undermined by inexperience and corruption: judges are subject to 
political pressure and the presumption of innocence is not specifically provided for in the penal 
code. The Constitutional Court, provided for in Article 130 of the constitution, consists of seven 
judges, appointed by the parliament at the suggestion of the president.

In a referendum in August 2002, 96% of Azeribaijanis (according to official figures) voted in 
favour of changes to the constitution advocated by President Aliyev. This consultation of the 
public, subject to condemnation by the opposition for widespread fraud, related to the issue of 
the status of the prime minister, on whom the President wished to bestow a greater role by 
allowing the prime minister to take over in the interim, should there be no president-in-office. As 
was feared by many at the time, this change facilitated the transfer of power to the President's 
son. The opposition parties, political observers and the Council of Europe criticised these 
amendments, which increase the concentration of power in the hands of the president and the 
supremacy of the presidential party (NAP).

f) Human rights

Negotiations for the accession of Azerbaijan to the Council of Europe were delayed owing to the 
large-scale fraud noted by international observers during the last legislative elections. 
Nevertheless Azerbaijan did become the 43rd member state of the Council of Europe in January 
2001. It currently has six seats in the Council's Parliamentary Assembly.

In 2002, the Parliamentary Assembly of the Council of Europe adopted a resolution on ‘Political 
Prisoners in Azerbaijan.’ In its 2002 report Amnesty International also condemned the 
incidences of maltreatment and torture in the Azerbaijani prisons. Many political prisoners have 
since been released by the new President, but on the basis of presidential decrees rather than 
judicial process. 

Flagrant violations of human rights have continued: citizens are arbitrarily imprisoned and 
tortured; the police conduct searches and seizures without arrest warrants; the right of association 
and assembly is restricted; local authorities restrict the registration of NGOs which support the 
opposition and defend human rights. Seven opposition leaders were sentenced to up to 5 years' 



NT\561127EN.doc 8 PE 350.483

imprisonment in October 2004 following the 2003 Presidential election. The NGO Human 
Rights Watch documented torture during pre-trial detention in the case of four of the seven 
defendants.

The repression which followed the 2003 election had a further negative impact on freedom of the 
press6. State authorities control television and radio in Azerbaijan and journalists themselves are 
often prosecuted by the authorities. The Secretary General of the Council of Europe has called 
on the authorities to respect the commitments undertaken when Azerbaijan joined the Council of 
Europe and to guarantee the media's freedom of expression and independence. In February 2003, 
Freimut Duve, the OSCE Representative on Freedom of the Media, expressed his concern at the 
frequent use of defamation suits against the independent Azerbaijani press.

A prominent opposition journalist was shot dead in Baku on 2 March 2005.  The opposition has 
accused the government of "state terror". President and Aliyev and other senior officials have 
denied the allegation that the government was involved. But human rights organisations, the EU 
Mission and the US embassy have described the killing as an attack on freedom of the media.

3. Foreign policy

The Nagorno-Karabakh question between Azerbaijan and Armenia and the share of the Caspian 
Sea resources between the five littoral states (Azerbaijan, Iran, Kazakhstan, Russia and 
Turkmenistan) are the most important transnational issues for Baku.

a) Armenia

The conflict between Armenia and Azerbaijan is long-standing. In 1918 there was already a 
dispute between the two countries for control over the "mountainous" portion of Karabakh. Since 
1988 both countries have claimed a historic right to Nagorno-Karabakh - a mainly Armenian-
populated enclave on Azerbaijani territory. This region had been incorporated into Azerbaijan in 
1924 on Stalin's orders. In compensation for the loss of Nagorno-Karabakh, the Bolshevik 
government created the noncontiguous Azerbaijani territory of Nakhichevan (1924). In 1988, the 
regional council requested that the Nagorno-Karabakh be transferred to Armenia, but Moscow 
refused, and this led to a deterioration in relations between Armenians and Azerbaijanis. Russian 
troops intervened to quell unrest in the industrial town of Sumgait. Thousands of refugees were 
forced to leave their country of origin. On 26 November 1991, the Azerbaijani parliament 
removed autonomous status from Nagorno-Karabakh and war broke out between Baku and 
Yerevan.

After the end of the hostilities between Armenia and Azerbaijan (May 1994), Armenia kept 
control of the Lachin corridor which separates Nagorno-Karabakh from Armenia as well as the 
land bordering Nagorno-Karabakh, altogether amounting to nearly 20% of Azerbaijani territory. 
War claimed 20 000 lives and resulted in more than one million refugees by the end of 1998. 
Nagorno-Karabakh is still recognised internationally as being part of Azerbaijan, which might be 
prepared to accept the independence of Karabakh on condition that it maintain formal links with 
it. Some moderate Armenians would prefer a prosperous border region so as to be able to have 
easy access to the Caspian Sea but efforts to achieve a compromise have been unsuccessful. 
Displaced people are losing hope of recovering their houses and possessions.

  
6 A briefing paper on "Azerbaijan: Media, the Presidential Elections and the Aftermath" was published by Human 
Rights Watch on 4 August 2004.
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After years of conflict, the two sides did make efforts to resolve their differences peacefully. At 
the multilateral level. the OSCE's so-called Minsk Group (composed by France, Russia and the 
USA) proposed in 1998 a 'common' statute for a geographical area that was still ill-defined, but 
that project has not borne fruit. The Azerbaijanis show signs of weariness with regard to the 
OSCE and, in particular, the Minsk Group in the face of the continuing status quo in Karabakh 
10 years after the ceasefire. The Parliamentary Assembly of the Council of Europe adopted a 
resolution on 25 January 20057 which terms this occupation of the territory of one Council 
Member State by another "a grave violation" and notes that independence or secession of a 
territory may be achieved only by a peaceful process and not in the wake of an armed conflict.

Bilaterally, there were many meetings in 2000 between the Armenian President (Robert 
Kocharian) and the Azerbaijani President (Heydar Aliyev) but negotiations in Key West in 2001 
were unsuccessful. President Kocharian had a cordial discussion with President Ilham Aliyev at 
the European Economic Summit in Warsaw in April 2004 and this has been followed by detailed 
discussions of possible advances between foreign ministers. A further such meeting is believed 
to be planned for 2 March 2005 in Prague but there are no obvious grounds for optimism.

b) Russia

Relations with Russia have sometimes been difficult8. This may be due to evidence that Moscow 
supported Nagorno-Karabakh's secession in an effort to maintain Russian military influence in 
the region. Since 2002, there has been a rapprochement between Moscow and Baku, supported 
by a visit to Moscow by Ilham Aliyev in February 2004. The new president studied and worked 
in Russia earlier in his career. Azerbaijan is aware that Russia could play a pivotal role in solving 
the Nagorno-Karabakh crisis. Russia also has a strong interest in good relations because of the 
conflict in Chechnya and the issue of oil exports. This policy of rapprochement has led to:
- agreements on transport, communications, energy, customs, trade, science and education;
- an agreement on sharing Caspian Sea resources
- extradition agreements for Russian citizens (especially Chechens) in Azerbaijan and 

Azeribaijanis in Russia;
- the holding of joint Russian-Azerbaijani military exercises on the Caspian Sea.

c) Iran

Ties with Iran continue to be strained because of disagreement over the legal status of the 
Caspian Sea and Iranian concerns that Azerbaijan will help to fuel calls for separatism among its 
own large Azeri population (16 million - or twice the size of the population of Azerbaijan). 
Furthermore, the relations between the two countries deteriorated due to Azerbaijan's improved 
relations with Israel. Iran is a major trading partner for non-oil products, so the economic 
consequences of this political discord could be serious. Former President Aliyev visited Tehran 
in May 2002, after which Iran and Azerbaijan expressed intentions to observe each other's 
territorial integrity, to respect inviolability of borders and the principle of non-interference in 
each other’s domestic policy.

d) Turkey

  
7 "The conflict over the Nagorno-Karabakh region dealt with by the OSCE Minsk Conference" - Resolution 1416 
(2005)
8 Azerbaijan is a member of GUAM (Georgia, Ukraine, Azerbaijan, Moldova), a group of countries that are critical 
of Moscow’s policy regarding the CIS.
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Turkey was the first country to recognise the independence of Azerbaijan, a Turkic-speaking 
country. Ankara has also supported Baku in the Nagorno-Karabakh conflict with Yerevan. 
Azerbaijan and Turkey have concluded a bilateral military assistance agreement. 

Proposals to open the border between Armenia and Turkey have apparently foundered because 
of opposition from Azerbaijan. This issue may receive further attention in the context of 
negotiations on Turkey's accessions to the EU, planned to begin in October 2005.

e) USA

After 1992, the USA reduced military and economic aid to Baku in order to facilitate a peace 
agreement between Azerbaijan and Armenia. Although the new president Aliyev was received in 
Washington by President Bush in 2003 and Azerbaijan provided assistance in the campaign in 
Afghanistan, including the offer of air corridors, relations with the USA have suffered recently 
from the perception of brutality in the president's handling of the opposition. 

An agreement on military cooperation was also signed in March 2002 relating to contact 
between the armies, the development of Azerbaijani naval forces and the modernisation of air 
control systems. Under this agreement, Baku is receiving USD 4.4 million from Washington.

The United States has welcomed the building of the Baku-Tbilisi-Ceyhan pipeline, essential to 
its energy supply projects in the South Caucasus and Central Asia. 
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II. ECONOMIC SITUATION

1) Introduction

Azerbaijan was industrially less developed than either Armenia or Georgia, the other states of the 
South Caucasus. Its level of development has been similar to that of the Central Asian states in 
that it also has a mainly Muslim population, high structural unemployment and a low standard of 
living. Azerbaijan’s main resources are oil, cotton, and natural gas. However, oil and gas 
revenues are now generating very rapid economic growth which may exceed 14% in 2005.

Production from the Caspian oil and gas fields declined for several years, but has been 
recovering in the last few years. This is the consequence of the negotiation of 17 production-
sharing arrangements (PSAs) with foreign firms, which have so far committed more than USD 
35 billion to oil field development. Such investment should generate the funds needed to spur 
future industrial development. The Baku-Tbilisi-Ceyhan pipeline, whose construction was 
strongly supported by American and other Western interests, is scheduled to be completed by 
April 2005 and will lead to a further big rise in oil exports. It will link the Caspian to the 
Mediterranean while avoiding the territory of both Russia and Armenia.

The country is strategically important, as it is the key to Caspian oil exports through non-Russian 
networks, as well as a potential export route for other Caspian oil producers like Kazakhstan and 
Turkmenistan. 

Azerbaijan has shared the problems of ex-Soviet republics in making the transition from a 
command to a market economy. Its considerable energy resources brighten its long-term 
prospects, but Baku has only recently begun making progress on economic reform. A major 
short-term obstacle to economic progress, and especially to attracting foreign investment, is the 
continuing bitterness over Nagorno-Karabakh. The economy is also hampered by widespread 
corrupt practices at all levels of the administration The proportion of the population still living in 
poverty is very high. 

Trade with Russia and other former Soviet republics is declining in importance, while it is 
increasing with the European Union, the United States, Turkey, Iran and the United Arab 
Emirates (UAE). It will be difficult to maintain the competitiveness of non-oil exports in world 
markets because of upward pressure on the exchange rate. Attracting foreign investment outside 
the oil sector is crucially important for the country's long-term development.

The recent trend of economic growth should continue quite strongly, but the economy will 
remain extremely vulnerable to external shocks emanating from the oil cycle, given that the 
energy sector (oil and gas) accounts for more than 30% of GDP. With the non-oil economy still 
underdeveloped9 and starved of state and private capital, investment and growth rates will 
depend heavily upon the development of new gas fields and export routes. Current oil and gas 
reserves are projected to be exhausted within two decades.

2) The Caspian Sea issue

Apart from being a navigable waterway, the Caspian Sea possesses important natural resources 
(oil, natural gas and fish). Since 1988, all the countries around the Caspian Sea coast have 

  
9 Especially agriculture, which has lost its traditional markets (including Russia), resulting in a rural exodus on a 
considerable scale.
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supported the notion of the inviolability of the Caspian Sea based on the 1921 and 1940 
agreements between the Soviet Union and Iran, under which the sea itself and the seabed are 
indivisible and foreign companies may not operate without the consent of all the countries in the 
region.

Disagreement continues concerning division of the resources of the Caspian Sea. Russia, 
Kazakhstan and Azerbaijan want to divide up only the seabed (the sea itself being used in 
common) according to a dividing line that would take into account the length of the shoreline of 
each country on the Caspian Sea. It seems that Turkmenistan would agree to go along with this 
suggestion, but with some adjustments to the dividing line. Iran, on the other hand, has an 
entirely different view; it proposes that the Caspian Sea be divided into five, so that each country 
with a shoreline would be entitled to 20% of this internal sea.

Local scientists consider the Apsheron peninsula to be the world's ecologically most highly 
degraded region because of serious atmospheric, water and soil pollution as a result of the use of 
pesticides and exfoliates in the production of cotton. Not many Azerbaijani towns have technical 
facilities for treating drinking water. Also, the expansion of chemical companies has continued 
without due regard for the relevant environmental standards. During the country's current period 
of transition towards a market economy, there has been little change in the environmental 
situation, but there is much to gain in the long term.

Factors responsible for pollution include obsolete equipment, in particular in the oil industry 
around the Apsheron peninsula, which contributes to destruction of the natural environment 
there.  Until recently Azerbaijan did not have the resources to improve the situation. Moreover, 
large areas in the west of the country have been devastated by the war with Armenia. 
Atmospheric pollution is particularly bad in the large towns and cities such as Baku and 
Sumgait.

During the last few years, the level of the Caspian Sea has risen greatly and the whole of 
Azerbaijan's cost (in the east of the country) has been flooded, with the sea reaching as far as 25 
to 35 km inland in some places. All inhabitants and economic installations in these areas have 
therefore had to be moved elsewhere. 

3. Economic forecast

Economic policy will focus on maintaining macroeconomic stability as the economy goes 
through a period of sustained growth, funded by foreign direct investment (FDI). The 
government will maintain a tight fiscal stance, accompanied by a slightly loose monetary stance. 
A tight fiscal stance will enable the authorities to keep official debt at a low level, and monetary 
policy will be aimed at balancing the conflicting goals of restraining consumer price inflation 
and preventing a real appreciation of the manat. The implementation of deeper and more painful 
structural reforms will be subject to delays.

There is a long-term risk that structural imbalances in the economy could undermine 
macroeconomic stability, although such a development is not imminent because of high levels of 
FDI and oil revenue. So far the government has implemented the bare minimum of the reforms 
to which it agreed under the IMF's poverty reduction and growth facility (PRGF), making some 
concessions when the programme was at risk of being suspended. There was a slight acceleration 
in the pace of reform towards the end of 2004, in order to keep lines of credit open, as the IMF 
had refused to disburse any credits since April 2004, in response to the government's constant 
backtracking on reform. Most significantly, the authorities raised domestic energy prices in 
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November 2004, although gas will still be provided to households at a substantial loss. In 
addition, the authorities have stated that they will not raise energy prices for at least two more 
years, which contravenes their previous commitment to adjust domestic prices automatically, in 
line with world prices. However, the fact that prices were raised, in addition to the 
implementation of some other basic reforms, resulted in a disbursement of US$19.7m in IMF 
credit in December 2004.

a) Economic growth

Capital investment and pipeline construction activity linked to hydrocarbons development will 
maintain economic growth, as the completion of construction of an oil and gas pipeline is 
planned to coincide with the increase in production of oil and gas expected in 2005 and 2006. 
Real GDP growth is expected to accelerate from an estimated 10% in 2004 to 14% in 2005, 
driven by a doubling of oil production from the middle of the year at the Azerbaijani-Chirag-
Guneshli (ACG) oilfields. Growth will moderate in 2006, but will be supported by the 
completion of the first phase of development of the Shah Deniz gasfield.

Strong economic expansion will, however, be limited to oil and related sectors, such as 
communications, and hotels and catering, with the contribution to GDP of the broader non-oil 
economy set to decline gradually.

b) Inflation

A surge in foreign investment related to hydrocarbons development, in combination with a rise 
in energy tariffs towards the end of 2004, pushed up average consumer price inflation to an 
estimated 6.5% in 2004. With the current wave of FDI expected to last into 2006, there is no 
likelihood for the moment that inflationary pressures will abate. Moreover, after these inflows 
start to slow, Azerbaijan will undergo a boom in oil and gas exports, bringing in more hard 
currency and an expansion of the domestic money supply. Continued large FDI inflows will push 
up annual average inflation to 7% in 2005 and 7.5% in 2006. 

c) Fiscal and monetary policy

The 2005 state budget targets a deficit of  1.2% of GDP. Revenue is expected to increase by 25% 
above the 2004 target, to US$1.9bn, with expenditure to rise by about 22%. This is based on an 
oil price assumption of US$25/barrel but oil prices will be much higher. Since over one-third of 
budget revenue comes from the oil sector and since crude oil exports will rise sharply in 2005, t 
the government should meet its target. The deficit will fall further in 2006, owing to further rises 
in oil production and reasonably high oil prices.

A slightly loose monetary stance on monetary policy may hamper attempts to restrain consumer 
price inflation, but the government is keen to prevent an excessive real appreciation of the local 
currency, in order to stave off a weakening of export competitiveness in the non-oil sector. One
policy option is for the Azerbaijan National Bank to keep the oil windfall largely offshore, using 
the State Oil Fund of the Republic of Azerbaijan (SOFAZ). However, the government is to spend 
some SOFAZ funds on domestic investment projects, which will exert upward pressure on 
inflation. 

d) External trade

Movements on Azerbaijan's current account tend to go in tandem with the investment cycles of 
the oil and gas sector. As the sector is still at a relatively early stage of development of two 
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projects, over the next few years Azerbaijan will run a large current-account deficit. Foreign 
investment projects in Azerbaijan's hydrocarbons sector require substantial imports of capital 
goods and services, since Azerbaijan's industrial base is insufficiently developed to service oil 
and gas investors. Offsetting high import expenditure will be a surge in oil export revenue from 
2005, owing to a near doubling in oil production (if hydrocarbons development goes according 
to plan) and oil prices that remain relatively buoyant. The current-account deficit will therefore 
decline from an estimated high of about 32% of GDP in 2004 to around 12% of GDP in 2006. 
Sizeable external deficits are unlikely to threaten macroeconomic stability, since they will be 
entirely covered by FDI and multilateral financing. The scale of the current-account deficit and 
net FDI inflows are closely related, as FDI pays for goods and services imports.

e) Membership of the WTO

Despite support from the European Union, the United States, Japan and Turkey, Azerbaijan still 
has a long way to go in order to comply with the WTO rules governing membership. The second 
meeting of the WTO Working Party on Azerbaijan was held on 14 October 2004, but 
negotiations on market access have not yet begun.

4. Conclusions

Azerbaijan inherited from the Soviet Union a less developed industrial structure than its two 
South Caucasian neighbours. The main product of the economy apart from oil and gas is cotton. 
The Azerbaijani government claims contracts with a value of up to € 30 billion with international 
oil companies for exploration and production concessions on the Caspian continental shelf. The 
routing of export pipelines has become a major regional and even global political issue. 
Azerbaijan hopes to secure enough revenues within five years to be able to free itself from 
international aid.

Due to the unstable domestic situation Azerbaijan embarked on economic reforms later than 
most other countries of the former Soviet Union. Some progress has been achieved since 1996 in 
privatisation and land reform, but corruption remains a major problem.

The government's policies ensure that Azerbaijan remains a two-tier economy, with the 
important oil and gas sector continuing to attract resources, and inefficient and neglected 
industrial, services and agricultural sectors. This will preserve a highly uneven pattern of income 
distribution. Although average per capita incomes have been rising rather rapidly in recent years, 
according to the UNDP poverty in Azerbaijan remains the primary obstacle for sustainable 
human development. 
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IV. RELATIONS WITH THE EUROPEAN UNION 

1. Background

The European Union is a long-standing partner of Azerbaijan and is seeking to develop Euro-
Azerbaijani relations and help Azerbaijan become a fully-fledged trading nation. With Georgia 
and Armenia, Azerbaijan has been included in the 'European Neighbourhood Policy', approved at 
the Brussels summit of  June 2004. This aims to integrate neighbouring countries politically and 
socially, without offering membership. The Neighbourhood Policy now is now the principal 
factor in the EU's relationship with the countries of the South Caucasus. The European Union 
may also be able to use the incentive of access to the EU market as a means to encourage a 
settlement of the Nagorno-Karabakh dispute.

Azerbaijan is the EU’s largest trading partner in the South Caucasus although this primarily 
relates to oil, gas and cotton. Since 1993 total trade with the EU has grown steadily. (In contrast, 
trade with other CIS states fell over the period to 2000.) Since 1999, the large increase in oil 
imports has resulted in a trade deficit for the EU10. 

The agreement on trade, commercial and economic cooperation concluded in 1989 between the 
EEC and the Soviet Union was later applied mutatis mutandis to bilateral relations between the 
European Communities and each of the independent states, including Azerbaijan. A summit held 
in Luxembourg in 1999 adopted a Joint Declaration on relations between the EU and the 
Caucasus countries including Azerbaijan. A new Partnership and Cooperation Agreement (PCA) 
between the Republic of Azerbaijan and the European Union PCA entered into force on 1 July 
199911.

This is a mixed agreement covering sectors that fall within both Community and national 
jurisdictions. As far as trade relations between Azerbaijan and the European Union are 
concerned, the agreement replaced the 1989 agreement on trade, commercial and economic 
cooperation between the Community and the former Soviet Union.

Trade in textiles is covered by a specific agreement, although the volume of trade with the EU is 
currently negligible.

2. Partnership and Cooperation Agreement

This agreement was concluded for an initial period of ten years and covers cooperation in all 
non-military areas. It comprises the following elements:

- the establishment of political dialogue;

- provisions on trade in goods, employment, the establishment and business of companies, 
cross-border provision of services, payments and capital, competition, the protection of 
intellectual, industrial and commercial property rights, legislative and economic 
cooperation, respect for democratic principles and human rights, cooperation on action to 
prevent illegal activities and to prevent and control illegal immigration, cultural 
cooperation and financial cooperation;

  
10 See Annex VIII.
11 OJ L 246, 17.9.1999.
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- a conditionality clause concerning human rights, which means that the agreement would 
be suspended, unilaterally in the case of violations of essential parts of the agreement, 
such as respect for democratic principles, human rights and the principles of the market 
economy;

- the creation of an institutional structure with a Cooperation Council, a Cooperation 
Committee and a Parliamentary Cooperation Committee with an annual political 
dialogue;

- a separate protocol on provisions relating to customs cooperation.

3. Current and future EU-Azerbaijani relations

The European Security Strategy, adopted by the European Council in December 2003, clearly 
identifies the South Caucasus as one of the regions in which the EU should take a "stronger and 
more active interest". On 14 June 2004 Azerbaijan, together with Georgia and Armenia were 
accepted by the Council as full members of the European Neighbourhood Policy ENP). 

The ENP’s objective is to share the benefits of the EU’s 2004 enlargement with neighbouring 
countries in strengthening stability, security and well-being for all concerned. It is designed to 
prevent the emergence of new dividing lines between the enlarged EU and its neighbours and to 
offer them the chance to participate in various EU activities, through greater political, security, 
economic and cultural co-operation.

On 2 March 2005 the European Commission recommended  intensification of relations with the 
South Caucasus based on country reports which were published the same day. The report for 
Azerbaijan provides a comprehensive overview of  the EU's relations with the country. If the 
Council agrees, an Action Plan will now be negotiated which will provide the framework for EU 
assistance.

The Council has indicated that, as the EU enlargement process moves forward, relations between 
the Union and the three countries of the southern Caucasus will assume increased importance 
and that peace and stability in the region will have a greater impact on the security of the 
European continent as a whole. The European Union has welcomed the stepping-up of efforts to 
resolve the Nagorno-Karabakh conflict and has reaffirmed its firm support for the process. In 
August 2002, the Council Presidency of the EU confirmed its support for the territorial integrity 
of Azerbaijan, and recalled that it does not recognise the independence of Nagorno-Karabakh. 

On 7 March 2005 the Presidency of the European Union issued a declaration expressing its 
concern that the OSCE report on trial monitoring in Azerbaijan published on 4 February 2005 
showed that trials fell sort of Azerbaijan's own legal requirements and its international 
commitments on human rights and the rule of law. "Of particular concern are the extensive, 
credible allegations of torture and ill treatment of detainees, the absence of adequate legal action 
or remedies in the face of these serious allegations and the acceptance by the courts of evidence 
said to have been obtained by torture and coercion. (Council Press Release 6291/1/05 rev 1)."

The Declaration calls on Azerbaijan to undertake an inquiry and publish results of an 
investigation into excessive use of force during the October 2003 post-election disturbances. It 
endorsed the opinion in the OSCE report that persons who have been convicted in trials not 
conducted properly should have such convictions cancelled and be retried or released.
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EU assistance

Since its independence, Azerbaijan has benefited from a total of about €400 million in 
Community aid, in the form of humanitarian aid, food aid and budgetary food security 
assistance, exceptional assistance and rehabilitation and technical assistance (see table below). 
The European Union is contributing to the Azerbaijani Programme on Poverty Reduction and 
Economic Development through food security programmes and Tacis. In December 2001 the 
Commission adopted the Azerbaijan Country Strategy Paper (CSP), which outlines the EU’s 
objectives regarding aid to Baku for the period 2002-2006 (see http://europa.eu.int/comm/ 
external_relations/azerbaidjan/csp/index.htm and the Tacis National Indicative Programme 
2004-2006). Tacis will play an increasingly important role in  supporting institutional, judicial 
and administrative reforms as well as development of the private sector and assistance for 
economic development.

EU assistance to Azerbaijan (€ million)

Source: European Commission, RELEX

With the entry into force of the PCA and the improvement of the economic situation in the 
country, the focus of EU assistance is shifting from humanitarian aid to rehabilitation and 
reconstruction and promotion of trade and investment links. Until progress is made over 
Nagorno-Karabakh, regional stability will continue to be threatened and development stifled. 
The EU is therefore encouraging a solution to be reached to the Nagorno-Karabakh conflict by 
supporting regional cooperation, and post-conflict rehabilitation and by linking assistance of all 
kinds.

The EU feels strongly that the Minsk group (OSCE) offers the best mechanism for the settlement 
of the Nagorno-Karabakh issue and fully supports the efforts made by the governments in Baku 
and Yerevan to improve dialogue in recent months. 

INOGATE, the Tacis-funded cross-border energy initiative, will begin setting up small-scale 
cross-border investment projects as a follow up to the Umbrella Agreement. Projects aimed at 
the three Caucasus countries, such as improving cross-border metering, also form part of this.
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The role of the European Parliament

The European Parliament has expressed a willingness to strengthen contacts with the countries of 
the South Caucasus, including Azerbaijan, most notably through the relevant interparliamentary 
delegation. This delegation met its counterpart in the EU-Azerbaijan Parliamentary Cooperation 
Committee most recently on in Strasbourg on 17/18 November 2004. The final statement and 
recommendations issued at the end of this fifth meeting called, inter alia, for recognition of the 
common destiny of the people of Azerbaijan with that of other peoples of Europe; welcomed a 
stronger role for the EU in the South Caucasus region; applauded appointment of an EU special 
representative and inclusion of Azerbaijan in the new European Neighbourhood Policy; and 
urged the Council to develop a Stability Pact for the South Caucasus with the purpose of 
restoring peace in the region on the basis of respect for sovereignty and territorial integrity.

In a resolution of 26 February 2004 on EU policy towards the South Caucasus the Parliament 
pressed for much closer relations with the three countries concerned and made a large number of 
specific recommendations. 

In a resolution of 13 March 1997 on the proposal for a decision concerning the PCA between the 
European Union and the Republic of Azerbaijan, the European Parliament had already taken the 
view that provision should be included for sanctions in the event of failure to respect human 
rights and called for greater vigilance in this area. The partnership agreement was meant to 
enable Azerbaijan to carry through the necessary political and economic reforms so that it could 
move closer to European standards.

From the analysis of the current political and economic situation in Azerbaijan, it has to be 
concluded that the conditionality clause relating to human rights has not been complied with and 
the economic reforms necessary for raising the general standard of living for the people of 
Azerbaijan have not yet been fully implemented.
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ANNEX I 

Source: CIA World Factbook
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ANNEX 2:        Pipelines in the area of the Caucasus and Caspian (UNDP, 2001)



NT\561127EN.doc 21 PE 350.483

ANNEX III

COMPOSITION DU PARLEMENT APRES LES ELECTIONS DU 5 SEPTEMBRE 2000

Nom du Parti
Nombre de 

Sièges
Proportionnel

Nombre de
Sièges dans 

les
CMU12

1er scrutin

Nombre de
Sièges dans 

les
CMU

2ème scrutin

Total
pour les
CMU

Total %

Parti de l’Azerbaijan nouveau (YAP) 16 56 3 59 75 62,3
Solidarité civile 3 3 6,4
Parti de l’indépendance nationale 
(ANIP)13

1 1 2 2 3,9

Front populaire 4 1 1 2 6 11,0
Parti Yurddash 1 1 1
Parti communiste 2 2 6,3
Patrie 1 1 1
Alliance pour le bien de l’Azerbaïdjan 1 1 1 1,0
Musavat14 2 2 2 4,9
Prospérité sociale 1 1 1
Ana Vatan 1 1 1
Indépendants 26 3 29 29
Non-inscrits 1 1 1
TOTAL 25 89 11 100 125

Source: OSCE

  
12 Circonscription à mandat unique (CMU).
13 Les deux candidats de l’ANIP ne sont pas reconnus par leur parti; ils en ont été exclus.
14 Bien que le parti ait décidé de boycotter le travail du parlement, un membre du parti, Vagif Samed Oglu a refusé de se soumettre à cette décision.
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ANNEX IV

Azerbaijan presidential election, 2003
A presidential election was held on 15 October 2003. As expected, Ilham Aliyev, son of the outgoing president, Heydar Aliyev, was easily elected in 
an election which international observers held not to be free or fair. 

Parties
• AMIP - Azärbaycan Milli Istiqlal Partiyasi (Azerbaijan National Independence Party) 
• AP - Ädalät Partiyasi (Justice Party) 
• AXCP - Azärbaycan Xalq Cäbhäsi Partiyasi (Azerbaijan Popular Front Party) 
• MB - Milli Birlik (National Unity) 
• MMP - Müasir Müsavat Partiyasi (Modern Equality Party) 
• MP - Müsavat Partiyasi (Equality Party) 
• VHP - Vätändass Hämräyliyi Partiyasi (Civil Solidarity Party) 
• YAP - Yeni Azärbaycan Partiyasi (New Azerbaijan Party) 

National summary
Candidate                         Party Votes             %
--------------------------------------------------------------------------
Ilham Aliyev                     YAP        2,438,787 80.0
Hafiz Haciyev                    MMP             9,990      00.3  
Lalä Sovket Haciyev           MB           100,558      03.3
Qudrat Hasanquliyev        AXCP           13,624      00.4  
Ilyas Ismayilov                   AP               24,926 00.8  
Ehtibar Mammadov          AMIP            62,401      02.0  
Isa Qambar                        MP              372,385      12.2  
Sabir Rustamxanli             VHP              23,730      00.8  
--------------------------------------------------------------------------
Total 3,046,401
--------------------------------------------------------------------------
Source: Wikipedia online encyclopedia
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ANNEX V

Basic statistics for Commonwealth of Independent States
Armenia Azerbaijan Belarus Georgia Kazakstan Kyrgystan Moldova Russia Tadjikistan Turkme-

nistan
Ukraine Uzbekistan

Area (1000 sq. km) 29,8 86,6 208,0 69,7 2.717,3 198,5 34,0 17.075,0 143,1 488,1 604,0 447,4
Population (MIO, 2003) 3,1 8,2 9,9 5,1 14,9 5,1 4,2 143,4 6,3 4,9 48,4 25,6
Population/sq.km 104 95 48 73 5 26 124 8 44 10 80 57
Infant mortality (per 1000, in 2002): 30 76 17 24 76 52 27 18 90 70 16 55
Expectation of life at birth (2002) 74,8 65,2 68,2 73,3 61,7 65,2 67,0 65,8 66,6 64,6 68,2 67,0
Total fertility rates (births/woman), 2002 1,2 2,1 1,3 1,1 1,8 2,4 1,4 1,3 2,9 2,7 1,2 2,4

Gross Domestic product (2002), in MIO USD: 2.400 6.100 14.300 3.400 24.600 1.600 1.600 346.500 1.200 7.700 41.500 7.900
Per capita in PPP USD (2002) 3.120 3.210 5.520 2.260 5.870 1.620 1.470 8.230 980 4.250 4.871 1.670
Real growth of  GDP: 2003 13,9 11,2 6,8 11,1 9,2 6,7 6,3 7,3 10,2 16,9 9,4 1,5
Real growth of  GDP: 2004 7,0 9,1 6,4 8,5 9,0 5,5 5,0 7,3 10,0 7,5 12,5 2,5
Real growth of  GDP: 2005 6,0 11,4 5,5 6,0 8,5 4,9 4,0 6,6 8,0 7,0 6,0 2,5

Exports of goods/services as % of GDP (2002): 30 44 70 27 47 39 54 35 58 47 56 38
External indicators:
Balance of payment (2003, MIO USD):
Merchandise: exports (fob): 696,1 2.624,6 10.072,9 830,6 13.232,6 590,3 806,3 135.929,0 906,2 n.a. 23.739,0 n.a.
Merchandise: imports (fob): -1.130,2 -2.723,1 -11.328,5 -1.466,6 -9.144,5 -973,0 -1.428,6 -75.435,9 -1.025,7 n.a. -24.008,0 n.a.
Trade balance: -434,1 -98,5 -1.255,6 -636,0 4.088,2 -82,7 -622,3 60.493,3 -119,5 n.a. -269,0 n.a.
Current and capital account: -100,6 -2.044,0 -458,5 -358,8 -67,8 -44,8 -155,0 34.849,7 -124,4 n.a. 2.874,0 n.a.
Direct investment (in reporting economy) 120,9 3.285,0 171,8 337,9 2.088,4 45,5 58,5 7.958,0 31,6 n.a. 1.424,0 n.a.

Total external debt (2002, MIO USD): 1.149 1.398 908 1.838 17.538 1.797 1.349 147.541 1.153 n.a. 13.555 4.568
Debt service as % of exports of goods and services: 8,8 6,5 2,1 11,0 34,4 25,3 19,9 11,3 10,2 n.a. 13,7 24,3

Seats in Parliament held by women (% of total) 4,6 10,5 18,4 7,2 8,6 6,7 12,9 8,0 12,4 26,0 5,3 7,2
Consumer Prices: 2003 4,8 2,2 28,4 4,8 6,4 3,1 11,7 13,7 16,4 5,6 5,2 14,8
Consumer Prices: 2004 3,0 5,3 19,5 5,8 6,8 4,5 10,7 10,3 7,2 5,0 8,3 11,8
Consumer Prices: 2005 3,0 5,0 17,4 4,8 6,7 4,6 5,8 8,9 5,7 5,1 8,1 10,5
Adult literacy rate (%), 2002 99,4 n.a. 99,7 n.a. 99,4 n.a. 99,0 99,6 99,5 98,8 99,6 99,3
Internet users/1000 inhabitants (2002) 15,8 36,9 81,6 14,9 15,7 29,8 34,1 40,9 0,5 1,7 18,0 10,9
Human development index (2002)(1): 0,754 0,746 0,790 0,739 0,766 0,701 0,681 0,795 0,671 0,752 0,777 0,709
Sources: World Bank, IMF and UN
Production: JDa/DG4/European Parliament (03/02/2005)
(1) Based on three indicators: 1) longevity, 2) educational attainment and 3) standard of living measured by GDP per capita in PPP (for details see Human Development Report 1995, UNDP)
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ANNEX VIa

Trade of the EU(15) with Azerbaijan: 1995-2003

1000 ECU/€
EU-imports (cif) EU-exports (fob) Balance

1995 48.052 120.326 72.274
1996 30.008 168.901 138.893
1997 67.856 256.237 188.381
1998 49.659 330.293 280.634
1999 444.064 215.104 -228.960
2000 979.192 299.651 -679.541
2001 1.171.872 337.276 -834.596
2002 1.136.524 503.287 -633.237
2003 1.065.446 722.604 -342.842

Jan-Oct: 2003 936.636 589.022 -347.614
Jan-Oct: 2004 761.401 989.357 227.956

Source: COMEXT database, EUROSTAT
Production: JDa/DG4/European Parliament
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ANNEX VIb
Trade of the EU(15) with Azerbaijan by Member States

1.065.446 100,0

149.063 14,0

1.267 0,1

195.757 18,4

625.578 58,7

20.859 2,0

79 0,0

28 0,0

34.301 3,2

0

2.912 0,3

2.076 0,2

457 0,0

17 0,0

157 0,0

32.895 3,1

722.604 100,0

49.375 6,8

56.135 7,8

186.946 25,9

106.173 14,7

198.700 27,5

5.672 0,8

9.153 1,3

10.279 1,4

462 0,1

11.902 1,6

32.039 4,4
1.302 0,2

30.845 4,3

7.512 1,0

16.107 2,2
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ANNEX VIc
Trade relations EU(15)-Azerbaijan, 2003

CN Chapters Imports (cif)

1.065.446

9.382

24Tobacco and manufactured tobacco substitutes 35

1.029.378

27Mineral fuel/oils and products of their distallation; bituminous etc. 1.028.658
6.826

2.949

3.629

73 2.265

9.489

84boilers, machinery and mechanical appliances; parts thereof 8.629
85Electrical machinery/equip. and parts thereof; sound recorders/reproducers, TV etc. 860

Vehicles, aircrafts, vessels and associated transport equipment 15

87Vehicles other than railway or tramway rolling-stock/parts and acc.thereof 7

Optical, photographic, cimematographic instruments etc. 8.860

90Optical, photographic, cinematographic, measuring/checking, medical/surgical inst. Etc. 8.853

7.041
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